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Europe 1992: An Overview

T o overcome the economic stagnation and

unemplovment that characterized the early
1980s. the European Community (EC) has em-
barked on a unification program. In 1985. Jacques
Delors. president of the European Commission.
and his fellow commissioners presented a pro-
posal to invigorate the European economy. This
white paper called for the elimination of internal

i trade barriers by the end of 1992. Titled “Complet-

i ing the Internal Market.” the white paper sels

! forth approximately 300 directives to achieve a

¢ unified European market. The literature refers to

this program as Europe 1992.

Although the EC—which consists of Belgium.
Briain. Denmark. France. Greece. Ireland. Italy.
Luxembourg. Netherlands, Portugal. Spain. and
West Germany:—is referred to as a common mar-
ket. this term is a misnomer. Within a common
market. there are no barriers to the movement of
goods or factors of production. Even though all
formal tariffs and quotas in trade have been elimi-
nated within the EC. regulatory impediments still
obstruct the flow of goods and factors of produc-
tion. Acceptance of the white paper proposals will
ensure the complete mobility of goods and factors
of production. If this occurs. then the term common
market will be more appropriate for the EC.

This anticle examines the white paper pro-
posals and the effects of the elimination of regula-
tory barriers on Europe. In an effort to press for
acceptance of the entire unification program. the
European Commission has not set priorities on the
white paper proposals. However. four key mea-
sures will contribute to the objective of a unified
Europe. These measures are the elimination of
border controls. opening of public procurement.

- harmonization of technicul standards and regula-
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tions. and liberalization of capital movements and
related financial services. Removal of these restric-
tions to intra-EC trade will eliminate many distor-

tions in the European marketplace.

Although estimates vary considerably. Eu-
rope’s gains from becoming a unified market are
potentially large. Not only will immediate cost-
saving benefits result from the removal of regula-
tory impediments. but also longer-term gains will
result from increased competition and firms™ ex-
ploitation of scale economies. Europe’s gains will
not be evenly distributed among member coun-
tries. however. Most studies suggest that unifica-
tion will benefit countries on the periphen—such
as Portugal. Spain. and Greece—less than those in

- the interior of Europe. such as West Germany-.

Analysts have expressed concern that these outly-
ing countries will become discouraged and delay
the process of unification.

Proposed elimination of regulatory barriers

Most tariffs and quantitative restrictions within
the EC have been eliminated since its formation in
1957, but the Community members continue 10
operate as individual countries with their own laws
and regulations. Consequently. many barriers to

|
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trade still exist. The white paper contains approxi-
mately 300 proposals 1o eliminate these remaining
barriers. Michael Calingaert (1988) has organized
the white paper proposals into eight headings.!

Border controls. Border controls are
glearly the most visible remaining barriers. Even
though customs duties are no longer collected at
national frontiers. border controls remain because
regulations and laws differ across member coun-
tries. Border controls ensure that appropriate
taxes. which still vary greatly among EC-member
nations, are paid to the member countries. Border
authorities also enforce health standards on plant
and animal products and adjust prices in accor-
dance with the Common Agricultural Policy.

According to a recent survey, businesses
consider delays at the border to be the most ob-
structive barriers they face.* Although consumers
and travelers also bear the costs of delays at the
border in the form of higher prices and inconve-
nience. delays appear to be a greater burden to
companies. Estimates place the cost of delays at
borders at almost $10 billion annually.*

The white paper’s most significant proposal
for removing border controls is the introduction of
the Single Administrative Document. EC-member
nations enacted this measure in Januan: 1988. This
document consolidates the many forms member
governments have required at their borders. The
Single Administrative Document serves as an ex-
port declaration. transit document. and import
entry statement.

The white paper also proposes the elimina-
tion of road haulage permits and quotas that re-
main between cerain member countries.

Movement of people. In general. individu-
als have complete freedom to move from one
member country to another for work.-but aca-
demic degrees and professional qualifications are

? For a detailed summary of the while paper proposals. see
Calingaert (1988. 20-27, 38-64).

¢ Cecchini (1988. 8).
¢ Cahngaert (1935. 25)

. “Cooper (1959, 334
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not uniformly recognized across countries. Before
the white paper was written. EC-member coun-
tries negotiated to recognize cerain degrees on a
profession-by-profession basis. The white paper
proposes a general framework for mutual recogni-
tion of all degrees and diplomas in all professions.

Legal differences. Each EC-member nation
has its own national laws, and this has served as a
major impediment to trade within the EC. As a
result. the processes of forming joint ventures.
establishing mergers across countries, and creating
other forms of multinational businesses are much
more complicated than if the EC were an inte-
grated market. Intellectual property rights are also
handled on a national basis: trademarks and pa-
tents are issued by individual countries rather than
through a central EC office.

While some measures have been adopted in
an effort to harmonize legal differences. there are
no provisions for the formation of EC-wide corpora-
tions. The one exception 1o this was the adoption
of a regulation in 1985 for European Economic
Groupings. This regulation allows firms in different
EC countries to join forces on specific projects in a
manner analogous to joint ventures. Litde progress
has been made in the area of intellectual property.

Capital mobility. The term capital mobility
refers to the integration of financial markets—the
free movement of assets across member states.
According to the Treaty of Rome. the document
that established the EC, all restrictions on capital
movements between member countries are to be
phased out progressively. The treaty does allow
countries to introduce temporary “protective mea-
sures” in the event of disturbances in the capital
market. such as weaknesses in a currency or under-
lying problems with economic policies. Progress in
deregulating capital movement has been mixed.
While some countries allow virtually unrestricted
capital movement. others maintain high barriers.

The white paper lists three outcomes from
improving capital mobility: increase the effective-
ness of financial intermediaries, maintain mone-
tary stability. and improve the allocation of
savings. In 1987, in its most dramatic directive
passed to date. the Commission submitted a broad
package designed to eliminate all controls on
capital movements. including shori-term monetary
instruments. personal bank accounts. and centain
tvpes of loans.”
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Indirect taxation schemes. According to
the Commission. differences in indirect tax re-
gimes across member countries are among the
most difficult obstacles to reaching the 1992 goals.
Taxation is one of the few areas that requires
unanimous consent among member countries.

The white paper addresses two main forms
of indirect taxes: value-added taxes and excise
taxes. The Commission has suggested that mem-
bers agree on minimum indirect tax rates. Mem-
bers would then be free o set higher rates. if they
are willing to accept the consequence that goods
will be purchased in areas with lower tax schemes.

Similar concerns have been raised about
withholding taxes on interest and dividends. As
capital controls are eliminated. individuals will be
free to avoid taxes by maintaining their assets in
countries with lower tax rutes. The Commission
proposed a uniform withholding tax. In early 1989.
however. Britain and Luxembourg expressed con-
cemn about having any withholding by the source
country. As a result. this issue remains unresolved.

Services. Even though the service sector has
been plaving an ever-increasing role in the Euro-
pean economy. both in absolute and relative
terms. it remains highly regulated. Trade in finan-
cial services has become particularly complicated
due to rapid technological change. Because of
disparities umong regulatory regimes. prices for
financial services vary by as much as 50 percent
among member countries. As a result. the white
paper focuses much attention on this sector. Ac-
cording to a recent EC study. the estimated gain
from integration of financial services would be
$26 billion.”

The Commission has made, the following
general recommendations for the integration of
financial services: deregulation that would allow
financial institutions to increase the geographic
scope of their operations. harmonization of mem-
ber governments’ standards. mutual recognition of
other member government standards. and control
and supervision of financial services by the country
in which the firm is based for all of its EC opera-
tions. including those in other member countries.

Technical regulations. The disparity be-
tween technical regulations and standards
throughout the EC is high on businesses’ lists of
intra-EC trade problems. More than 100.000 differ-
ent industrial standards and regulations currently
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exist.” These differences motivate firms to produce
for a narrow domestic market rather than a Eu-
rope-wide market. Unless these regulations and
standards become more unified. firms will be
unable to exploit the economies of scale they
need to be competitive in the global marketplace.

The previous system of regulations and stan-
dards proved inadequate. so the white paper has
proposed a new approach. Only “essential require-
ments” would be established on an EC-wide level
under this approach. These essential requirements
cover most regulations, including those addressing
health. safety. and consumer and environment pro-
tection. and they go a long way toward unifying
standards. As long as member countries conform to
these requirements. they will be free to establish
additional standards of their own.

Public procurement. Although trade in the
private sector has expanded greatly over the past
30 vears. the public sector has remained very
protectionist. In 1987, it was estimated that only
about 2 percent of public contracts are awarded
to companies in any foreign country.”

Nationalistic public procurement policies
have created massive inefficiencies. As a result.
the white paper proposes more open procedures
for awarding contracts to currently excluded mar-
kets. The white paper also proposes a legal
framework that would allow companies leverage
to assert their rights. The Commission has esti-
mated that the savings from opening the public
procurement market would total $21 billion.'

The proposals suggested by the white paper
are quite comprehensive. Despite this. the Com-
mission has made an effort to maintain the pro-
gram as an inseparable whole. If the European
countries were {0 separate the many proposals
into parts. the Commission argues. the integrity of
the program would be weakened. Consequently,
the Commission has not set priorities on these
proposals. Of these proposals, however. four in

" Calingaert (1988. 25)
* Counc:l of Econormic Aavisers (1990. 251)
# Calngaert (1988. 26-27}
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particular contribute the most 1o the objective of a
unified Europe: elimination of border controls.
opening of public procurement. harmonization of
technical standards and regulations. and liberaliza-
tion of capital movements and related financial
services. These four proposals are discussed most
often in literature when measuring the gains to
European unification.

Conceptualizing the overall gains to Europe

The potential gains to the EC from removing
the barriers listed above are derived from three
tvpes of cost savings: the immediate benefits from
removal of the barriers, the medium-term gains
from enabling firms to become more efficient and
exploit economies of scale. and the dvnamic gains
from technological improvements as the economy
expands. Studies suggest that the medium-term
and dynamic gains are greater than the immediate
benefits from integration.

The mechanism through which integration
affects a particular industry is as follows. Removal
of trade impediments in the industrv is a positive
supply shock. Dismantling internal barriers re-
duces costs for European companies trading with
other EC countries. The price of the commodity
declines as competition increases and firms ex-
ploit economies of scale. Competition among
firms also increases investment. The declining
price of the good increases sales and employment
for that industry. Thus, removal of trade impedi-
ments causes particular industries to expand. At
the same time. other sectors contract as resources
shift into the newly liberalized industries.

Whether this new pattern of production and
trade leads to improvement in global welfare de-
pends on whether unification leads to trade crea-
tion or trade diversion. As trade barriers are
reduced among EC countries, intra-EC trade will
increase. If this increased trade within the EC
means that countries purchase more goods from the
most efficient producers. then trade creation will
have occurred. Trade diversion occurs when
changes in regulatory regimes divert trade from
more efficient to less efficient producers. This phe-

nomenon may benefit EC producers. but. from a
global perspective. it may generate 1 system of
disincentives that reduces world economic welfare.

As an example of trade diversion. suppose
that the world's most efficient producer of some
good is located in the United States and sells its
product to French buyers. Moreover. suppose that
a higher-cost producer is located in Italy. but dis-
mantling of intra-EC barriers means that this pro-
ducer becomes the lowest-price seller to the
French. If no trade barriers existed. both within
and outside the EC, then the U.S. firm would con-
tinue to be the lowest-price producer for the
French. The combination of high external EC
trade barriers and the removal of intra-EC barriers.
however. makes the delivered price to the French
buyers lowest for the Italian product.

In this hypothetical example. unification
leads to a decrease in global welfare if the loss
from switching to the less efficient Italian pro-
ducer ourweighs the gain from removing intra-EC

trade barriers. The way in which European unifi-

cation affects the United States also depends on
whether unification results in trade creation or
trade diversion (see the box titled "How Will Eu-
rope 1992 Affect the United States?”).

Figure 1 shows the effects of the dismantling
of barriers on aggregate demand and supply.!!
The economy begins at an initial equilibrium
point A. Removal of intra-EC trade impediments

Figure 1
The Effects of Unification on European
Aggregate Demand and Supply

Prices
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How Will Europe 1992 Affect the United States?

One of the first questions that Ameri-
cans ask when considering European unifica-
tion is, How will this affect us? After all, the
United States has a sizeable stake in the
European Community. U.S. exports of goods
and services to the EC totaled $160 biltion in
1989. This figure is almost 50 percent higher
than trade with Canada, the largest single-
country trading partner for the United States.!
Americanfirms also have aphysical presence
in the EC. In 1988, U.S. foreign direct invest-
ment in the EC was $127 billion, about 40
percent of all U.S. foreign direct investment.?

European unification offers both oppor-
tunities and threats to U.S. industry. First,
whether the United States benefits or loses
depends on whether European unification
leads to trade creation or trade diversion for
U.S. exportgoods. Itis generally believed that
removing internal European barriers will lead
to some trade diversion.® Emerson, and oth-
ers (1988) estimate that imports from outside
Europe will decrease between 7.9 percent
and 10.3 percent.* For the United States, this
will mean a drop in exports to Europe. If this
decrease in European imports falls evenly
across all sectors, then U.S. exports should
fall between 2.1 percent and 2.7 percent,
because U.S. exports to Europe in 1989 were
26.4 percent of all U.S. exports.®

Another potentially detrimental effecton
the United States will occur if Europe imposes
greater external barriers to trade with coun-
tries outside the EC. The threat of greater
protection is strongest in several specific ar-
eas. First is the area of public procurement.
Although governments might be willing to

open access to public procurement to neigh-
boring EC countries, they may notbe willingto
do this with coyntries.outside the EC, such as
the United States. There may be pressure to
award contracts to other European compa-
nies rather than to U.S. companies. Thus,
contracts that previously would have been
awarded to an American firm will be awarded
to a company in another member country.

Another areain which protectionis likely
toincrease is health and safety standards. As
the EC harmonizes individual country health
and safety regulations, standards are bound
to increase in some countries. The increasing
standards may or may not affect the United
States. If it is the case that some goods
produced in the United States face already
higher domestic health and safety standards,
then the increase in European standards will
have no effect on the United States. In the
case of goods produced according to current
lower standards, however, rising standards
will increase costs for U.S. firms.

In sectors exhibiting scale economies,
increased market concentration could cause
ptantclosings. Communities experiencing new
unemployment may invoke pressure on the
Commission to increase protection. Although
observers fear a “Fortress Europe,” no overall
pattern of EC behavior toward outside coun-
tries has emerged. ’

Reduced barriers to trade within Europe
will benefit U.S. firms conducting business in
the EC. Costs to these U.S. firms will decline
from the removal of internal barriers, just as
costs to European firms will decrease. Be-

(Continued on the next page)

increases aggregate demand as goods within the economy moves from the original equilibrium at

EC become cheaper. Increased profitability raises point A to a new equilibrium at point B. Aggre-

investment. Aggregate demand shifts from AD to gate output in the economy expands.

AD’. Productivity increases as firms exploit Overall. Europe has a great deal to gain by

economies of scale and become more competi- becoming a unified murket. Current barriers to

tive, Aggregate supply shifts from AS to AS™. The trade in the EC distort prices and lead to ineffi-
~—
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How Will Europe 1992 Affect the United States?—Continued

cause defining a product’s country of origin is
becoming more and more difficult, American
subsidiaries in the £C will most likely receive
the same treatment as European firms. U.S.
firms will be able to use one country as abase
and develop an EC-wide network for selling
their products, reducing both transportation
and capital costs. Conflicting and overlapping
regulations will no longer hamper production
and trade for U.S. industries in the EC.
Overall, the net effect of Europe 1992 on
the United States is still unclear. Much of this
outcome depends on how capable U.S. firms
are in taking advantage of the increased op-
portunities that Europe 1992 will offer. A re-
centarticle by Robert Lipsey (1990) suggests
that large American firms are already well
established within Europe. Considerable an-
ecdotal evidence supports this view.
Forexample, inthe car market, although
Volkswagen, Fiat, Peugeot, and Renault are
all strong in their domestic markets, none has
the Europe-wide strength of General Motors

ciencies. Removal of intra-EC barriers increases
the demand for European goods. Firms expand
their market from a single country to the entire
community. allowing them to exploit economies
of scale. Greater competition among EC firms
causes increased profitability and inve$tment,
which increases aggregate supply.

Estimates of the overall gains to Europe
Estimates of the economic expansion in
Europe resulting from unification range from as

small as 0.5 percent of gross domestic product
(GDP) to as large as 35 percent. None of the

L

* Emerson arg others (1988) provice a getaed description
of tme Ceccn.ri siudy

. \

or Ford. The same case holds for American
computer companies, such as I1BM, Digital
Equipment, and Unisys.® Hewlett—~Packard
also has more broad-based sales worldwide
and within the EC than its European competi-
tors.” As Lipsey notes, some U.S. companies
are better positioned to take advantage of the
unified market than most of their European
counterparts.

' Bach (1990.60).

2 Scholl (1989, 46).

3 Cooper (1989, 331), and Dornbusch (1989, 353).
* Emerson, and others (1988, 238-41).

$ Bach (1990, 48, 60).

¢ The Economist (1989c. 74).

* The Economist (19895, 57).

models estimating the effects of Europe 1992.
however. fully consider all related events. All are
partial equilibrium models. Accordingly. despite the
effort that has been devoted to questions about the
impact of Europe 1992. none of it is likely to result
in accurate conclusions. Nevertheless, these models
offer important perspectives on the process of ex-
pansion in the wake of a positive regulatory shock
to the multinational economic system.

Among the studies of gains from Europe
1992, the most widely cited was conducted for the
Commission under the direction of Paolo Cecchini
(1988)." The Cecchini repont examines the direct
gains of the initial supply-side shock from the
removal of barriers and the indirect gains from
firms” exploitation of scale economies and in-
creased firm efficiency.

To estimate the direct gains. the Cecchini
report quantities the benefits from elimination of

Federal Reserve Bank of Dallas



Table 1

Average Estimated Macroeconomic Gains
from European Unification

Real Consumer Employment ’
Barrier GDP Prices (in thousands)
Border Controls 4 -1.0 200
Public Procurement 5 -1.4 350
Financial Services 1.5 -1.4 400
Supply-Side Effects 2.1 -2.3 850
Total 4.5 —6.1 1,800

SOURCE: Cecchini (1988), Table 10.1, 98.

border controls. differences in technical standards.
public procurement restrictions. and regulations in
services. These benefits are calculated using indi-
vidual industrv studies in seven !.C countries.
These estimates are added together across indus-
tries. assuming that the remaining five EC coun-
tries will gain in proportion to their GDP. In this
sense. these are partial equilibrium estimates be-
cause the Cecchini report does not consider
changes in relative prices.

Table 1 lists the estimated macroeconomic
gains to the EC from elimination of trade barriers.
Note that the estimated increase in overall real
GDP is 4.5 percent. while prices should decline 6.1
percent. Employment is estimated to increase by 1.8
million. The Cecchini report further-examines the
benefits from unification in the case of increased
government spending. Expansionary fiscal policies
would boost real GDP growth up to 7.5 percent,
and prices would decline by 4.3 percent."

A more recent studv by Richard Baldwin
(1989) suggests that the Cecchini report estimates
of the increase in GDP are too low. Baldwin ar-
gues that the Cecchini report makes no allowance
for the dynamic gains from European unification.
such as the rise in technological progress due to a
permanent increase in the size of the market.

\An\imponam cifference hetween these two
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studies is their treatment of investment and its ef-
fects on the capital stock. While Cecchini estimates
growth effects for a given capital stock. Buldwin
estimates a medium-term growth bonus from the
effects of scale economies on a growing capital
stock. Baldwin argues that as the scale of economic
activity increases, the retum to capital rises, creating
a greater incentive for investment. Output will rise
again. motivating further increases in investment. As
the capital stock increases. however. an increasing
portion of total investment replaces depreciating
capital. Consequently. the economy eventually
settles down to a new stable level of capital growth.
This medium-term growth bonus is estimated to be
berween 0.6 percent and 8 percent of GDP.
Baldwin also estimates a long-term growth
bonus based on assumptions of a theoretical model
by Paul Romer. According to Romer. if the scale
effects are large enough. then capital can accumu-
late indefinitely."* An increase in the EC's rate of
investment mayv permanently increase its growth

* Cecchuni (198€. 100}

I~ mus case. e marginal proouct of capiia. coes no!
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Figure 2
Estimates of the Benefits to Europe
from Unification

Economic
Output

Baldwin's
long-term
growth bonus
Baldwin's
medium-term
growth bonus
Cecchini
Report Estimates

1992 Time

rate, as shown in Figure 2."* Baldwin estimates that
this permanent increase in growth will be berwveen
0.3 percent and 0.8 percent. Adding up the output
effects. Baldwin concludes that unification will lead
to an equivalent one-time increase in GDP of be-
m™een 11 percent and 35 percent.!

Some economists. on the other hand. suggest
that Cecchini’s gronth estimates are actually too
large. In a recent study. Mernon Peck (1989) argues
that the Cecchini report overestimates the increase
in output by a factor of two or three. Peck arrives at
this conclusion in a rather arbitran manner. how-
ever. Peck compares the hyvpothesized growth in
Europe from the elimination of taritfs on industrial
products in 1968. estimated by Dennis Swann
(1984). with the current unification effort.

Swann finds that elimination of tariffs on

.

'* The Economust (19839a) proviges a rice summary of the
Baiow:n swudy ano compares n's growth estmates with
Cecchinv’s. as shown in Figure 2

¢ Baldwin (1989, 2€5)
" Swann (1954, 118)
¥ Tris stucy »s descroes :n Caungaart {1986 67).

# Derz ave ave:ane ‘o eleven of me tweve EC-memzer
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industrial products increased gross national prod-
uct (GNP) by 1 percent. Peck concludes. rather
arbitrarily. that because the proposed changes of
the white paper are more extensive. the micro-
economic gains should be about 2 percent of
GDP. The arbitrariness of Peck’s conclusion is
even more obvious because Swann’'s gronth esti- ¢
mate is small because trade composed such a
minor proportion of the EC's GNP in 1968." Inter-
national trade has plaved an increasing role in the
EC economy since that time. however. Exports
and imports composed about 30 percent of GDP
in the EC in 1968 and reached 50 percent by 1989.

The results of a recent study by Data Re-
sources. Inc. (DRI lend some credibilitv to Peck's
view that the Cecchini estimates are too large. DRI's
conclusions are also less favorable than those of the
Cecchini report. This study estimates gains in GDP
of about 0.5 percent by 1992, According to DRI.
emplovment should increase by 300.000 by 1995,
one-sixth the size of the Cecchini estimate. Untonu-
nately, neither the DRI analysis nor the model that
supporns it is available to the public because it was
prepared for DRI's clients.”

Distributional effects within Europe

The gains to Europe from unification—re-
gardless of size—will not be distributed evenly
across the EC. Because of regional disparities.
some areas will benefit more than others. Some
countries may actually lose emplovment or indus-
tries, as individuals and firms move in search of
higher paving jobs or proximity to markets. Coun-
tries in the periphery of Europe are likely to re-
ceive the smallest benefits from European
unification. and they mav actually lose in some
cases. If these countries become discouraged. the
process of unification may slow or even stop.

Manvy different economic variables will de-
termine which areas will be the greatest winners
from unification and which areas might incur
problems. A recent article in The Economist
(1990b) ranks the EC-member countries by esti-
muted gronth in the 1990s. This ranking includes
the effects of Europe 1992, German unification.
and economic reforms in Eustern Europe. Table 2
lists the economic variables that will determine
the pattern of growth of EC-member countries
from Europe 1992.°" The Economist ranking.
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Table 2

Variables Affecting Which Member States Will Gain

from European Unification

Hourly

Labor Inflation

Costs (percent)
West Germany 100.0 23
Denmark 81.7 3.0
Netherlands 81.4 21
Belgium 79.3 3.2
italy 74.6 5.8
France 68.1 3.2
Britain 59.5 9.4
Ireland '55.7 4.2
Spain 43.0 7.0
Greece 29.1 17.8
Portugal 18.1 12.8

* Net importers

Net Exports
of Capital 2
Goods

Total (as a percentage Current
Exports of GDP) Account

32.6 39 5.4

34.1 .0 -1.1

54.8 -1.6 1.9

69.0 -2.2 2.2

18.1 1.0 -1.4

21.5 -3 ~4

233 2 -3.4

72.0 6.3 1.4

19.5 * -3.8

24.4 * 4.7

33.0 * =3.1

NOTE: Thess data are the latest available, except the current account. which is a 1990 forecast.
The data refer to West Germany before unification with East Germany.

SOURCE: The Economist (1990b, 72).

which also takes into account exports 1o West
Germany as a share of total exports and exports
to Eastern Europe as a share of total exports.
found West Germany to be the greatest winner in
the 1990s. Spain will be the country with the low-
est growth rates in the 1990s. according to the
analysis.

According to The Economist. with increased
trade and capital flows. investment in labor-inten-
sive industries should rush to areas with the low-
est wages. Countries that are net exporters of
capital goods. such as West Germany. Ireland.
and Italy. are well positioned to take advantage of
this increase in investment. On the down side.
countries with high inflation rates (Portugal and
Greece) and countries with large current account
deficits (Greece. Spain. and Britain) may be facing
supply constraints. These countries will be less
likely to increase production immediately with the
expanded marketplace.

{ rough tally of Table 2 suggests that the
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countries least capable of taking advantage of the
gains offered from unification are Britain. Greece.
Portugal. and Spain—countries located in the
periphery of Europe. West Germany stands out as
the country likely to benefit most from unification.
One of the critical issues is whether unifica-
tion will exacerbate currently existing regional
disparities.” lain Begg (1990) argues that regional
disparities will increase with unification. particu-
larly with respect to labor characteristics. In gen-
eral. wage rates are lowest in the periphery of
Europe. As Table 2 shows. Portugal. Greece. and
Spain have the lowest wage rates. while West
Germany. Denmark. and the Netherlands have tne
highest wages in the EC. Wages in Portugal are

e
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less than one-fifth the wages in West Germany.
One important reason for these wage disparities is
that wages reflect differing skill levels.

Another important reason for the wage dis-
parities is that a combination of demographic
pressures and impediments to labor mobility have
caused high unemplovment rates in the periphery.
Wages for a given skill level. therefore. are lower
in the periphery than in the core. In the past.
migration of unskilled labor has alleviated some.
but not all. of this imbalance.

The white paper proposals. however. con-
centrate on increasing the mobility of skilled la-
bor. Begg argues that the increased mobility of
skilled. professional. and managerial workers may
cause the peripheral regions to lose skilled labor.
increasing the dispurity in average skill levels
across countries.

Increased firm mobility also affects the distri-
bution of gains from European unification. Begg
argues that firms subject to increasing retums o
scale will move to countries with larger domestic
murkets. A pattern will emerge in which fims sub-
ject to increasing returns move to central locations.
while less dynamic industries remain in the periph-
ery. As the concentration of production and distri-
bution facilities increases in the core. the gains from
scale economies and proximity to markets will off-
set firms’ cost of higher wages and congestion.

Begg concludes that the pattern of gains
from European unification favor the core regions.
This pattern results from the general fact that the
past economic performance of the peripheryv iden-
tifies these areas as relatively uncompetitive. Thus.
the competitively weuak countries will gain the
least. and perhaps lose. from EC integration.

Conclusion

The EC has much to gain by becoming a
unitied market by the end of 1992. The barriers to
trade that currently exist in Europe distort markets
and lead to inefficiencies in production. By re-
moving these restrictions. the EC has the opportu-
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nity to invigorate its economy and improve its
position in the world economy-.

The removal of intra-EC trade impediments
decreases costs directly. As firms expand their
markets. they become more competitive and ex-
ploit scale economies. Costs decrease further.
Declining costs translate into falling prices and
increasing demand. Increased profitability raises
investment. This stimulates growth and leads to
greater investment and further gronth.

On the other hand. even though removal of
intra-EC trade barriers will lead to greater efficien-
cies in some markets. it may cause new inefficien-
cies in other markets. If the EC maintains its high
external trade barriers. or perhaps increases them.
unification may lead to trade diversion. Countries
will switch from purchasing goods from the most
efficient producers outside the EC to purchasing
these goods from less efficient producers inside
the EC. In this case. the removal of intra-EC trade
restrictions allow external-EC trade barriers to
distort markets.

One question remains unanswered: Wil
Europe reach its goal and become a unified mar-
ket by 19927 Of the approximate 300 proposals set
forth in the white paper in 1985. the Commission
had begun negotiations on 60 percent of them by
July 1990.# Only 121 of these had been formally
adopted at that time. Little progress has been
made in the areas of liberalizing the mobility of
people and unifying indirect taxation schemes.
health standurds. and price supports set by the
Common Agricultural Policy. These areas will not
likely be resolved by the end of 1992.*

Europe 1992 is not an event: it is an ongoing
process. Although the EC may not meet all the
goals set forth in the white paper by the end of
1992. it will have made progress in liberalizing
trade. Success in removing barriers will be greater
in some areas—the areas with less political fric-
tion—than in others. This process of liberalization
will continue bevond 1992. Regardless. the Euro-
pean Community of 1992 will be considerably
more integrated than that of 1985. '
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